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the worthlessness of the stock of Z Corpora-
tion shall be deducted in 1971 under section
165(g)(3) and paragraph (d)(1) of this section
as an ordinary loss.

Example (2). (i) On January 1, 1971, X Cor-
poration, a domestic manufacturing corpora-
tion which makes its return on the basis of
the calendar year, owns 60 percent of each
class of the stock of Y Corporation, a foreign
corporation, which it acquired in 1950. Y Cor-
poration has, from the date of its incorpora-
tion, derived all of its gross receipts from
manufacturing operations. It is established
that the stock of Y Corporation became
worthless on June 30, 1971. On August 1, 1971,
X Corporation acquires the balance of the
stock of Y Corporation for the purpose of ob-
taining the benefit of section 165(g)(3) with
respect to the loss it has sustained on the
worthlessness of the stock of Y Corporation.

(ii) Since the stock of Y Corporation which
is owned by X Corporation is a capital asset
and since Y Corporation is not to be treated
as affiliated with X Corporation under the
provisions of paragraph (d)(2) of this section,
notwithstanding the fact that, at the close of
1971, X Corporation owns 100 percent of each
class of stock of Y Corporation, any loss sus-
tained by X Corporation upon the worthless-
ness of such stock shall be deducted under
the provisions of section 165(g)(1) and para-
graph (c) of this section as a loss from a sale
or exchange on December 31, 1971, of a cap-
ital asset.

Example (3). (i) X Corporation, a domestic
manufacturing corporation which makes its
return on the basis of the calendar year,
owns 80 percent of each class of the stock of
Y Corporation, which from its inception has
derived all of its gross receipts from manu-
facturing operations. As one of its capital as-
sets, X Corporation owns $100,000 in reg-
istered bonds issued by Y Corporation pay-
able at maturity on December 31, 1974. It is
established that these bonds became worth-
less during 1971.

(ii) Since Y Corporation is considered to be
affiliated with X Corporation under the pro-
visions of paragraph (d)(2) of this section,
any loss sustained by X Corporation upon
the worthlessness of these bonds may be de-
ducted in 1971 under section 165(g)(3) and
paragraph (d)(1) of this section as an ordi-
nary loss. The loss may not be deducted
under section 166 as a bad debt. See section
166(e).

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7224,
37 FR 25928, Dec. 6, 1972]

§ 1.165–6 Farming losses.
(a) Allowance of losses. (1) Except as

otherwise provided in this section, any
loss incurred in the operation of a farm
as a trade or business shall be allowed

as a deduction under section 165(a) or
as a net operating loss deduction in ac-
cordance with the provisions of section
172. See § 1.172–1.

(2) If the taxpayer owns and operates
a farm for profit in addition to being
engaged in another trade or business,
but sustains a loss from the operation
of the farming business, then the
amount of loss sustained in the oper-
ation of the farm may be deducted
from gross income, if any, from all
other sources.

(3) Loss incurred in the operation of
a farm for recreation or pleasure shall
not be allowed as a deduction from
gross income. See § 1.162–12.

(b) Loss from shrinkage. If, in the
course of the business of farming, farm
products are held for a favorable mar-
ket, no deduction shall be allowed
under section 165(a) in respect of such
products merely because of shrinkage
in weight, decline in value, or deterio-
ration in storage.

(c) Loss of prospective crop. The total
loss by frost, storm, flood, or fire of a
prospective crop being grown in the
business of farming shall not be al-
lowed as a deduction under section
165(a).

(d) Loss of livestock—(1) Raised stock.
A taxpayer engaged in the business of
raising and selling livestock, such as
cattle, sheep, or horses, may not de-
duct as a loss under section 165(a) the
value of animals that perish from
among those which were raised on the
farm.

(2) Purchased stock. The loss sus-
tained upon the death by disease, expo-
sure, or injury of any livestock pur-
chased and used in the trade or busi-
ness of farming shall be allowed as a
deduction under section 165(a). See,
also, paragraph (e) of this section.

(e) Loss due to compliance with orders
of governmental authority. The loss sus-
tained upon the destruction by order of
the United States, a State, or any
other governmental authority, of any
livestock, or other property, purchased
and used in the trade or business of
farming shall be allowed as a deduction
under section 165(a).

(f) Amount deductible—(1) Expenses of
operation. The cost of any feed, pasture,
or care which is allowed under section
162 as an expense of operating a farm
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for profit shall not be included as a
part of the cost of livestock for pur-
poses of determining the amount of
loss deductible under section 165(a) and
this section. For the deduction of farm-
ing expenses, see § 1.162–12.

(2) Losses reflected in inventories. If in-
ventories are taken into account in de-
termining the income from the trade or
business of farming, no deduction shall
be allowed under this section for losses
sustained during the taxable year upon
livestock or other products, whether
purchased for resale or produced on the
farm, to the extent such losses are re-
flected in the inventory on hand at the
close of the taxable year. Nothing in
this section shall be construed to dis-
allow the deduction of any loss re-
flected in the inventories of the tax-
payer. For provisions relating to inven-
tories of farmers, see section 471 and
the regulations thereunder.

(3) Other limitations. For other provi-
sions relating to the amount deductible
under this section, see paragraph (c) of
§ 1.165–1, relating to the amount de-
ductible under section 165(a); § 1.165–7,
relating to casualty losses; and § 1.1231–
1, relating to gains and losses from the
sale or exchange of certain property
used in the trade or business.

(g) Other provisions applicable to farm-
ers. For other provisions relating to
farmers, see § 1.61–4, relating to gross
income of farmers; paragraph (b) of
§ 1.167(a)–6, relating to depreciation in
the case of farmers; and § 1.175–1, relat-
ing to soil and water conservation ex-
penditures.

§ 1.165–7 Casualty losses.
(a) In general—(1) Allowance of deduc-

tion. Except as otherwise provided in
paragraphs (b)(4) and (c) of this section,
any loss arising from fire, storm, ship-
wreck, or other casualty is allowable
as a deduction under section 165(a) for
the taxable year in which the loss is
sustained. However, see § 1.165–6, relat-
ing to farming losses, and § 1.165–11, re-
lating to an election by a taxpayer to
deduct disaster losses in the taxable
year immediately preceding the tax-
able year in which the disaster oc-
curred. The manner of determining the
amount of a casualty loss allowable as
a deduction in computing taxable in-
come under section 63 is the same

whether the loss has been incurred in a
trade or business or in any transaction
entered into for profit, or whether it
has been a loss of property not con-
nected with a trade or business and not
incurred in any transaction entered
into for profit. The amount of a cas-
ualty loss shall be determined in ac-
cordance with paragraph (b) of this sec-
tion. For other rules relating to the
treatment of deductible casualty
losses, see § 1.1231–1, relating to the in-
voluntary conversion of property.

(2) Method of valuation. (i) In deter-
mining the amount of loss deductible
under this section, the fair market
value of the property immediately be-
fore and immediately after the cas-
ualty shall generally be ascertained by
competent appraisal. This appraisal
must recognize the effects of any gen-
eral market decline affecting
undamaged as well as damaged prop-
erty which may occur simultaneously
with the casualty, in order that any de-
duction under this section shall be lim-
ited to the actual loss resulting from
damage to the property.

(ii) The cost of repairs to the prop-
erty damaged is acceptable as evidence
of the loss of value if the taxpayer
shows that (a) the repairs are nec-
essary to restore the property to its
condition immediately before the cas-
ualty, (b) the amount spent for such re-
pairs is not excessive, (c) the repairs do
not care for more than the damage suf-
fered, and (d) the value of the property
after the repairs does not as a result of
the repairs exceed the value of the
property immediately before the cas-
ualty.

(3) Damage to automobiles. An auto-
mobile owned by the taxpayer, whether
used for business purposes or main-
tained for recreation or pleasure, may
be the subject of a casualty loss, in-
cluding those losses specifically re-
ferred to in subparagraph (1) of this
paragraph. In addition, a casualty loss
occurs when an automobile owned by
the taxpayer is damaged and when:

(i) The damage results from the
faulty driving of the taxpayer or other
person operating the automobile but is
not due to the willful act or willful
negligence of the taxpayer or of one
acting in his behalf or
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